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Labour Migration and ShadowPrices
HENRY J. BRUTON*
The effect of migrationandhome remittances.ontheshadowpricesof labour
and foreignexchangeis analysedhere,takinginto considerationchangesin their
socialmarginalproductivities.It is arguedthar appreciationof currency,dueto
largecapitalinflowsandnot to increasedproductivity,resultsin amisallocationof
resources,and, therefore,thereisanurgentneedfor aproperanalysisto determine
theoptimallevelof emigrants.
INTRODUCTION
Exchangerateandwageratepolicyhavelongbeenastrategicaspectof the
tradeandindustrializationpoliciesof developingcountries.Theoreticalliterature
hasusuallyapproachedtheseissuesby usingshadowpricesof foreignexchangeand
of labourto determinethe.appropriatechoiceof productto produceandof
techniqueto use. Shadowpricesareworrisomenoughconceptually,andfor
practicalpurposestheyareevenmoredifficultto defmeandto employin any
relevantway. Still thenotionofashadowpriceof foreignexchangeandof labouris
obviouslyimportant,andfurtherstudy.ofthequestion',especiallyfroma policy
standpoint,isuseful.
In thispaperI discusstheseissuesin asituationthat,duringthepastseveral
years,hasbecomeincreasinglyrelevanttoanumberofcountries,includingPakistan.
Thecontextisthatofacountryfromwhichasizeablenumberofworkersmigrateto
workabroad.Fromtheforeigncountrytheysendmoney(foreignexchange)backto
theirhomecountry.Wagesin thecountryattractingworkersaremuch.higher,of
course,thanin thecountrylosingtheworkers.Howdoesthissituationaffectthe
shadowpriceof labourandof foreignexchangein thecountryfromwhichlabour
migrates?
I . .
Internationalmigrationhasagainbecomeasignificantphenomenoni many
partsof theworld. A veryroughaddingupof availabledatasuggestshatpossibly
1:5-20.millionpeopleareworking(or seekingwork)in countriesthattheydon,ot
callhome.Themigrationsaffectsomecountriesmorethanothers,butanincreasing
*Theauthoris RegionalRepresentativeof theFordFoundationforMiddleEastand
NorthAfrica. . .
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numberof countriesarebeingaffectedin onewayor another.In somesmall
countriesnow(mid-1980),nationalsof thecountrymakeuplessthanone.halfof
the labourforceof thecountry. In QatarandKuwaitnon-nationalsmakeup
between70and80percentof theworkforce.In themuchlargercountriesofSaudi
ArabiaandLibya,non-nationalsmakeupover40percentof thetotallabourforce.l
In theUnitedStates,alongtheborderwithMexicothelabourforceisfrom50
to 75 percentMexican. In someoccupationalcategoriesin Western,European
countries,almostalltheengagedworkersare"temporary"migrants[2].
, Fromtheotherside,a givencountrymayhavea sizeableproportionofits
labourforceabroad,andanevenlargerproportionof thosepossessingcertainskill
categoriesmaybeworkingabroad.For example,theBirksandSinclairdatashow
thatin 1975some150,000Jordaniansworkedabroadoutof a totalworkforceof
533,000.Someestimatesplace10percentofEgypt's12million-personlabourforce
abroad.DataonEgyptaredifficulttoappraise,andotherestimatesareaslowasfive
percent.Very carefulestimatessuggestthatas manyas 50 percentof Egypt's
experiencedconstructionworkerswereworkingabroadin 1977-78.Recently,
EgyptianshavemigratedtoJordantoreplaceJordanianswhohavemigratedtoSaudi
Arabiawhoin turnhavemigratedtoLondonandLosAngeles.
Thesebriefexamplesaremeanto showthatthemigrationphenomenonhas
becomeof importancein theeconomicdevelopmenteffortof manycountries.In
thepastseveralyearsasubstantialliteraturehasappearedthatseekstomeasurethe
extentandto analyzetheconsequencesof thislargemovementof labour.Themost
usefulgeneralreviewof theseissues(withspecificattentionto theMiddleEast)
istheBirksandSinclairstudy[1]. Thatstudyincludesausefulbibliography.
Theissueassociatedwiththeselarge-scalemigrationsaccompaniedbyequally
large-scaler mittancesis tobedistinguishedfromtheso-calledbrain.drainproblem.
In thebrain-drainproblem,attentionis focusedon the(moreor lesspermanent)
migrationof highlyskilledprofessionalswhoperformkeyfunctionsin theeconomy.
Suchpeoplehaveoftenreceivedtheirtrainingat thecostof theirnativelandand
rarelyremitforeignexchangein sufficientamountstomatterverymuch.Thelarge-
scalemigrationsconsideredherecreatea differentsortof problem.As will be
discussedbelow,factorsuppliesandpricesarechangedin boththesendingand
receivingcountries,at leasttemporarily,so that sociallyprofitableinvestment
projectsareaffected,exportpotentialismodified,andsoon. Thesemigrantworkers
alsousuallyplanto returnaftersomeperiod.In certaininstances,thebrain-drain
phenomenonhasreachedproportionsthatdoaffectfactorprices.Forexample,it
hasbeensuggestedthat.doctorsof Indiannationalityareso numerousin Great
Britain that they decidedlyaffect medicalcostsand choiceof educational
lThesedataareat bestapproximate.Themostaccuratestimatesarefor 1975.Birks
andSinclair(1) havea usefulcollectionof tablesonvariouscharacteristicsof MiddleEast
migration.Thedatagivenhereweretakenfromthesetables.
,
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programmesin the country. Onemightindeedmakethecasethatif all Indian
doctorsweretoreturntoIndiafromallcountries,theBritish(andothernationalities)
wouldbeginto travelto Indiafor serious,non-emergencymedicaltreatments.With
thedeclinein therelativecostof air travel,medicalservicecouldthenbecomea
"tradedgood".
It is alsoto benotedthatthediscussionheredoesnot applyt? politically
inducedmovementsofpeoples.Evidently,forexample,themigrationsorattempted
migrationsnowtakingplacein partsof SoutheastAsiaareverydifferentin cause
andconsequencefromthekindof thingconsideredinthispaper.
II
The tasknow is to developa wayof organizingour thinkingaboutthe
consequencesof theselarge-scalemigrationsoflabour.
Thesimplestargumenttomakeisthefollowing.It isassumedthatthecountry
supplyingthelabourhasa surplusof labourin thesensethatthemarginalsocial
productof labour is zero due to the .absenceof a sufficientquantityof
complementaryinputs.It is furtherassumedthatforeignexchangeistheimmediate
constraintto increasedoutputandemploymentin thiscountry.In thisevent,the
labour-supplyingcountry~sexportinga product,labourservices,whichhasa
marginalsocialproductof zeroandreceivesin returnaproduct,foreignexchange,
whichhasaveryhighmarginalsocialproduct.Evidently,thissimplestoryleadsto
the conclusionthat labourmigrationincreasesocialwelfareas long as these
assumptionsapply.At somerate(possiblyverylow)of labourmigration,however,
theassumptionso longerapply. Labour'smarginalsocialproductwill become
positiveathomeandtheproductivityof additionalunitsof foreignexchangebegins
to fall. Whenthispointis reached,theanalyticalandpracticalproblemsbecome
moreinteresting.Theobjectivenowistoexplorethissituation.
Thesocialproductivity(tothesupplyingcountry)ofamigrantworkerisequal
to thecontributionto thesocialwelfaremadeby theforeignexchangethatthe
workersendsbackto thehomecountry.In anextremecase,supposeallworkers
migrate,andthereis nodomesticproductionatall. Themarginalsocialproductof
migrantlabourwouldthenequalthatof one(e.g.)dollar'sworthof increased
importsof consumergoods.Althoughall workersnevermigrate(exceptpossibly
froma particularegion)thisextremecaseis perhapsnotasunrealisticasit might
firstappear,andit helpstoilluminateanessentialpartof theproblem.
To illuminatethis"essentialpart"further,considertheconsequencesof the
largenumberof workerswhomigratedto WesternEuropein the1960sandearly
1970sfromnorthernAfrica,Spain,Portugal,Turkey,Yugoslavia,andelsewhere.
Themovementof theseworkersintotheWesternEuropeaneconomieshadtheeffect
of preventingtheselattereconomiesfromexperiencingskyrocketinglabourcosts.
HadtheimmigrantworkersnotbeenavailabletoWesternEurope,awiderangeof
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activitieslocatedtherewouldsimplynot haveremainedcompetitivein world
markets.So themigrationsimprovedthecompetitivepositionofWesternEuropean
countriesin thoseactivitiesthatusedunskilledandlessskilledlabourmostintensive-
ly. It improvedtheEuropeancountries'competitivepositionin thoseactivitiesin
whichlabour-supplyingcountriescouldbeexpectedto bemostcompetitive.The
processthereforedampenedtheopportunitiesfor theevolutionof newinvestment
projectsin thelabour-supplyingcountries.At thesametimethatthisWashappening,
th~flowof foreignexchange,asanunrequitedcashtransfer,tothelabour-supplying
countryincreasedthevalueof thatcountry'scurrencyrelativetothevalueof foreign
exchangeandtherebymadeexportingmoredifficult. Thisdevelopmentaddsto
thedifficultyofidentifyingnewinvestmentprojects.
Whathappenedin theEuropeancaseisverymuchakinto 'thecasewhereall
workersmigrateandsendfunds,hometomaintainapurelyconsumptioneconomy.
Themigrationof manyworkersinto theWesternEuropeaneconomiesmadeit
possiblefor themto continueproductionin areaswhere,in theabsenceof the
migration,theywould havebeenunableto compete.To a considerableextent,
thesearethesameor similaractivitiesthatcouldhaveevolvedin thelabour.supply.
ingcountryhadthelabournotmigrated.Theincreasedavailabilityof theforeign
exchangeremittedcreatesfurtherdifficultiesfor thelabour-supplyingcountryto
competewithnewactivitiesasthepriceof domesticcurrencyrisesrelativeto foreign
currency.In thecasewhereall workersmigrate,no newactivitiesevolvein the
"homecountry"(thelabour-supplyingcountry)becausetherewasnolabourthere.
In themorerealisticase,theforeignexchangeremittancesdonot facilitatethe
appearanceof new activities,new employmentopportunities,becauseof the
difficultiescreatedin identifyingandimplementingewprojectsin thefaceof the
strengthenedcompetitionabroad,thelessfavourable(for exports)exchangerate,
andthe lessfavourablelabourmarket.Theresultis thattheremittedfundsgo
heavilyfor importedconsumergoodsratherthanfor investment[3].
TheWestern,Europeancaseis themostevidentexampleof thepast,butthere
are others. The borderbetweenthe UnitedStatesandMexicooffersanother
example.MexicanworkerscrosstheborderintotheUnitedStatesinlargenumbers
(oftenillegally),and therebymakemanyactivities- especiallycitrusfarming,
strawberryraising,milk-cowand cattle ranching- profitablein the UnitedStates.
Noneof theseis profitablewithoutheMexicanlabour.Thesesameactivitieswould
constitutexcellentexportactivitiesin MexicowereMexicanlabournottomigrate
and,by not migrating,force,theseactivitiesto ceaseto functionin theUnited
States.Theconsequenceofallthishasbeenthatnewemployment-creatingactivities
in MexicoalongtheborderwiththeUnitedStatesareseverelypenalized,andthereis
littlegaintocompensateforthepenalty.2
2SeeMichaelPiore[6] fora differentandmoredetailedanalysisoftheMexicanemigra-
tionissue
r
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Themostrecentareawherelarge-scalemigrationof workershasbecomeof
greatimportanceis the MiddleEast. The largeincreasein thepriceof oil in
1973-74setoff the enormousinvestmentprogrammein the foreign-exchange-
surplus,labour-shorteconomiesof theMiddleEastandLibya. Asalreadynoted,
labourwasattractedfromsurroundinganddistantcountriesin largenumbersby
evidentemploymentopportunitiesandwagesfiveto20timeshigherthanthosepaid
in th~labour-supplyingcountries.
Theeventsin Egyptmaybeusedtoillustratethegeneralrgumentsreferred
to above. For manyyearsbeforetheoil priceincrease,Egyptsuppliedschool
teachersto thePersianGulf countries.Theteacherswerein plentifulsupplyin
Egyptandweregovernmentemployees,andanyshortageinEgyptcouldbequickly
andeasilyreplaced.In thiscase,it seemsfairlyclearthatthemarginalsocialproduct
of theworkerswhomigratedwasverylowin Egyptwhiletheforeignexchangethey
sentorbroughthomehadaveryhighmarginalproduct.Thearrangementwassurely
so~iallyaswellasindividuallyprofitable.
Sinceabout1975,thenumberof workersmigratingfromEgypthasincreased
enormously.It wasnotedin SectionI thatpossibly1.2~ 1.4millionEgyptians
workeciabroadnowcomparedto400,000in 1975[5]. Includedareprofessionalsof
allkinds~', doctors,lawye.rs,nurses,engineers,architects,teachers,etc.- butblue.
collarworkersandtheunskilledconstructionworkersin particularhavemigrated.
Remittancesof foreignexchangeby theseworkersnowamounto overtwobillion
'dollarsby officialestimates,andtheactualfigureis doubtlessmuchlarger.The
GrossDomesticProductin Egyptbeingabouttheequivalentof 16.17billionUS
dollars,theremittancesarethus12.5percentormoreof theGDP.
TheEgyptianstoryis repeatedonasmallerorlargerscaleinavarietyofother
countriesin theMiddleEastandSouthAsia.
III
In thispart,aneffortis madeto puttheprecedingpointsin amoreformal
way. In thediagram,theannualquantityoflabourservicesprovidedbytheworkers
workingabroadis measuredonthehorizontalaxis.Ontheverticalaxisismeasured
thedomestic(Le.of thelabour-supplyingcountry)socialmarginalproduct,SMP,
of two kindsof labour:(0 thatwhichis workingabroad(MSP-LA)and(ii)that
whichis working(or isunemployed)athome(MSP-LD).ThedomesticSMPof the
workersabroadis,asnoted,equalto theincrementinsocialwelfareproducedbyan
additionalunitof foreignexchangeremittedby theworker.TheSMPof domestic
labouris shownby the lineOALdand thatof migratedlabourbyPA'La' The
intervalOA showstheamountof labourthatcangoabroadwithoutpenalizingthe
economyby creatinglabourshortagesof anykind.' Aslabourservicesin excessof
OA migrate,thedomesticSMP of labourbeginsto rise. In differentwords,an
amountof labourservicequalto OA is redundantin theeconomyandcanmigrate
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withnosacrificeto domesticoutput.Labourmigrationi excessofOAmeansthat
theeconomysacrificesomesocialproductasa consequenceof themigrationof
thelabourservice.
The line PA'L showsthe SMP to the labour-supplyingcountryof ana
additionalunit of foreignexchangeremittedby its nationalswho areworking
abroad.
TheintervalPA' (=OA)identifiestheamountof labourservicesthatcango
abroadandsendhomeforeignexchangethatrepresentsanunqualifiedgainto the
homecountry.FromA', theSMPof foreignexchangefalls,Le.thedomesticSMPof
nationalsworkingabroadbeginsto fall. Thediagramshowsthatif labourinexcess
ofOL migrates,thecountrysuffersreducedsocialwelfare.
ConsiderfirstwhythecurvePA'L hastheshapethatit has.Thehorizontala
intervalPA' representsthequantityoflabourwhichcanleavethecountryandimpose
nocostsonthedomesticeconomy.All theforeignexchanger mittances,therefore,
representagainto thedomesticeconomy.Similarly,OA identifiesthequantityof
labourthatcanmigratewithoutimposinganycostsontheeconomyfroma labour
"shortage".
BeyondA', thePA'L curvefalls for a varietyof reasons.Theinflowofa
worker-remittancesb ginsto createproblemsthatoffsetsomeof theadvantagesof
theadditionalforeignexchange.Whatexactlyaretheseproblems?Someappear
quitespecificandothersquitenebulous.As thereceiptsof foreignexchangerise,
difficultiesincreasein insuringtheiroptimaluse. Theworkerswho go abroad
increasetheirearningsby a verysubstantialmount.Usuallytheremittancesare
untaxed. Incomedistributionis thereforenecessarilyaffected. In addition,
dependingon foreignexchangeregulations,theremittancesoftenmakepossible
increasedaccesstoimports.Hence,inequalityisincreased,andmaytaketheformof
inequalityin accessto importedconsumergoods.Bothdevelopmentsmaymean
thatthesocialwelfareassociatedwiththeaddedforeignexchangeisreduced.Even
if theincreasedsupplyof foreignexchangeaccruesdirectlyto theCentralBank,
difficultiesof managingit will increase,andopportunitiesformisallocationbecome
moreplentiful.In particular,themanagementof investmentprojectsheavilyusing
foreignexchangeis moredemandingthanof thosein whichfamiliardomestic
resourcesaretheprimaryinput. Thelatterinvestmentsalsoimposefewersocialand
culturaladjustmentson thepopulation,andsuchadjustmentsalmostinevitably
reducethe socialwelfareassociatedwith development.Also, theproblemof
maintainingappropriatecontrolof thedomesticmoneysupplymaybemademore
complex.All of theseconsiderationsenterin moreor lessdegreetoaffectheSMP
of theforeignexchangethatis remitted.Themostspecificreasonforthefallin the
SMPof theforeignexchangesenthomefromabroadissimplythatit hasadeclining
quantity(afterOA) of labouravailableto useit. Thisconsequenceb arsonthe
questionof theexchangerate.It isdiscussedbelow.
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Considernowtheshapeof OALd' TheintervalOAmaymeaSUrethequantity
of unemployedorunder-employedlabour.Departureof thislabour,by defmition,
doesnot reducethe outputof the economy. BeyondA, however,labour's
productivityathomebecomespositive,andmigrationmustbegintoincludeworkers
nowcontributingto output.As increasingamountsof labourservicesmigrate,the
domesticsupplyof labouris furthereducedandthereforetheoutputsacrificedby
themigration.continuesto rise. Theproblemisexacerbatedif thespecificskillthat
migratesi especiallydifficultto replace.If a first-rateplumbermigrates,andis
replacedby a second-or third-rateplumber- onewhoworksmoreslowly,whose
workmustbecompensatedfor by thecarpenters-,-then,of course,theshapeof
ALd is muchsteeperthanif themigrantswerethe.unskilled,easilysubstitutable
workers.Onemightconceiveof a familyof curvesfromA, theshapeof which
dependsonthecompositionof skillsthatmigrate.All curveswouldturnfromthe
horizontaltowardthenortheastatsomequantityof labourserviceabroad.Themost
concretereasonfor the.risingLd curveis thatmoreforeignexchangebecomes
availabledomesticallyasthequantityof labourservicesabroadrises.Theincreased
supplyof foreignexchangeper domesticworkermaybe expectedto raisethe
productivityofworkersremainingathome.
All theseconsiderationsbearonth~questionof theappropriatewageandthe
appropriateexchangerate.
N
Weseeknow to saysomethingspecificabouttheshadowpriceof foreign
exchangeandoflabourin thecontextof theprecedingargument.
TheSMPto thedomesticeconomyof theworkersabroadis theproductivity
of the foreignexchangethat the workerremits. We havearguedthat this
productivityfalls as theamountof labourservicesabroadincreases,Le. as the
amountof foreignexchangeremittedincreases.Thewagepaidto themigrant
worker,however,is presumablybasedon theproductivityin thelabour-importing
country.An evidentconflictappearsbetweentheprofitabilityof migration't6the
individualndcorrespondingprofitabilityothedomestice onomy~ evenirithe
casewheretheworkerremitsall or virtuallyallhisearnings.Similarly,theabun-
danceof foreignexchanget ndstopushdowntheexchangerate(Le.lowerstheprice
of foreigncurrencyrelativeto domesticcurrency)atthetimetheeconomybecomes
lessequippedtoemployit. For thedomesticountryto offerwageratesthatwill
keepworkersat homewill resultin amisallocation,i cludingunemployment.To
appreciatethe domesticurrencywouldalsoimposea misallocationbecausethe
strengthof thedomesticurrencyhasarisennot fromtheproductivityof the
migratedworkersin.thehostcountry.Thepolicyobjectiveis toaimatOL(in the
diagram),labourservicesabroad,givenacertainrateof remittances.
I
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Evidently,differentialincometaxeson foreignanddomesticearningscan,at
leastconceptually,be designedthatwouldpenalizethoseworkingabroadto the
extenthat,nomatterwhatthedifferentialearnings,onlyOL labourservicewould
goabroad.At thepresenttime,alargepartofearningsabroadescapestaxation,and
designingand administratinga tax schemethat wouldachievetheappropriate
discouragementto migratingis a majortask. The frequentlyheardproposalof
arrangingfor the hostgovernmentto tax the workersandrepatriatethe tax
collectionswouldhavea similarimpact.Thehostgovernment,however,doesnot
havethesameobjectiveasdoesthehomegovernment,and,ofcourse,allworkersdo
notmigrateto thesamehostcountry.Dependenceonthehostgovernmentwould,
therefore,probablynotbeapracticalsolution.A differentialincometaxisjustified
on thegroundsthatthelabourmigrationimposescertainexternaldiseconomieson
thecountrywhichshouldin principlebecompensatedforby thepersoninflicting
the.diseconomies.The taxwouldbepaidin foreignexchange,andwouldthereby
probablyresult(dependingontheforeignexchanger gulationsof thecountry)ina
largepartof theremittancesbeingacquiredby thegovernmentitself. Thishas
certainadvantagesof bothcontrolof itsuseand,moreimportantly,itsimpacton
theexchangerate. Theobjectiveof thetaxis toequatethedomesticSMPof the
migratedworkerwiththeafter-differential-taxwagetheworkereceives.Evidently,
the tax wouldhaveto be seton the basisof actualwagespaidto themigrant
workers.To do thisexactlyimposesmajoradministrativeproblems,butto doit
approximatelyshouldberelativelysimple.
Whatthenin thissituationis theshadowexchangerate?Thisisamuchmore
difficultquestion.Theadditionalforeignexchangemightprovideanopportunityto
relaxtradecontrols,quotas,reviewtariffs,etc.whichoftenresultsin a spurtof
imports.Theaddedforeignexchangewouldenablethecountrytosurvivethatshort-
run problem. If the remittancescontinue,however,the exchangeratewill
necessarilybecomeanissuebecause,asnoted,theremittancesdonotariseoutof the
productivityof the labour-supplying,remittance-importingcountry. Themain
problemis thatof investment-projectidentificationandselectionandproductivity
growthin thiscountry,andtheconsequentadverseffectonsavingrates.If the
priceof domesticurrencyis keptlow astheforeignexchanger ceiptsrise,then
presumablyreservesof foreignexchangewill becomeundesirablylarge. Direct
subsidiestoexportsaredifficultto designin theappropriatewayandtoadminister
oncedesigned.Alsoit is oftencumbersometosolvethepurelyfmancingsideof a
widespreadsubsidy.
Dualexchangerates,explicitlymaintained,alsocauseadministrativeproblems.
Oneapproachthathassomeof theeffectsof adualexchangerateisthefollowing:
thegovernmentwithdrawsacertainquantity.of foreignexchangefromtheforeign
exchangemarket.This is to beusedfor avarietyof pr.ojectsaimedat raisingthe
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generalproductivityof theeconomy,themostobviousof whichareofteninfra-
structureprojects.Improvedtransportationandcommunicationespeciallyshould
makenewinvestmentsmoreproductivein manycountries.Housingis another
candidatefor expenditurefromthis"isolated"foreignexchange.Thewithdrawalof
theforeignexchangeusedfor thesepurposeswould,of course,meanlessforeign
exchangeflowingintothegeneralforeignexchangepoolwhichisassumedtoacton
theexchangerate. Foreigncurrencywouldthereforehavea highervaluethanit
wouldhavewerealltheforeignexchangeputintothegeneralpool.Thusinvestment
projectsdrawingfromthepoolwouldbepayinga pricefor foreignexchangethat
measuredmoreaccuratelytheproductivityof thegeneraleconomy.Thissituation
wouldmakeexportingmoreappealingand,moreimportantly,emitthesignals
appropriateoreflectingthecapacityof theeconomytouseforeignexchange.
Therearedoubtlessotherwaystoaccomplisht edesiredobjectives.A general
pointin conclusion:thedevelopmentobjectivehassofrequentlybeenconstrained
(orthoughtobeconstrained)byforeignexchangethatasituationwherethatisnot
thecasecreatesomeproblemsthathavenotbeenwellexplored.It seemsespecially
importantto appreciatehattheSMPof foreignexchangedoesfallasitsavailability
increases.The fact that migratingworkersremitforeignexchangedoesnot
automaticallymeanthattheirmigrationis sociallyprofitable.It thenbecomes
necessaryto try to understandthesocialproductivitylostto thecountryby the
migrationandthatgainedby theremittance.Whenthatis understood,thenthe
policyobjectiveis to designthemeansby whichtheseSMPswill bereflectedin
earningsandin theexchangerate.To makeacontributionto thispointhasbeen
thepurposeof thispaper.
NotesandComments
"ShadowPricesfor Pakistan:An Assessmentof
AlternativeEstimates"- A Reply
JOHN WEISS*
REFERENCES
Ms.Tsakok[1] hasdoneausefuljob in summarisingandcommentingonthe
variousestimatesof shadowpriceswhichappearedin thesymposiumon shadow
pricingin Pakistan,publishedin theSummer1979issueof thisReview.However,
herdiscussionof mypaperin thesymposium[3]1 ismisleadingregardinganumber
of pomtsof detail,and,moreseriously,obscuresthegeneralthrustof theargument.
Consideringthedetailedpointsfirst,Ms.Tsakokis concernedwithacomparisonof
thevaluesof thekeyshadowpricesgivenin thedifferentstudiesaswellaswiththe
explanationsfor the variationsbetweenthe differentestimates.However,JW
discussesnottheestimationof asetof shadowpricesforPakistan,butthebroader
questionof theimplicationsof theuseof anincome-weightingsystem,described
conventionallyas'social'analysis,inprojectappraisal.Theshadowpricesattributed
tomyworkinTable1ofMs.Tsakok'spaper[1] arenotin factcontainedin JW,but
aretakenfromanearliermimeographedpaperwrittenin 1977.Theseshadowprices
arepreliminaryestimates,whicharenot usedin my moredetailedstudyoncost-
benefitanalysisin Pakistan[2]..2Furthermore,it is strangeto fmdthesestimates
cited,sincetheyconflictwiththeanalysisof JW,whichisthepaperundereview.
Firstly,Ms.Tsakokgivesmyestimateof theStandardConversionFactor(SCF)
as0.91. In JW, theSCFis usedin thediscussionof v, thevalueof publicincome
relativeto averageprivateconsumption.There,theSCFistakentobe0.85,whichis
thesamefigureasthatattributedtoSquire-Little-DurdagbyMs.Tsakok.Secondly,
Ms.Tsakokrefersto myestimateof theConsumptionConversionFactor(CCF)of
0.98. However,JW containsnoreferenceto aCCF. There,intheanalysisofv,the
SCFis usedasaproxyfor theCCF. Thirdly,Ms.Tsakokgivesmyestimateofvas
withina rangebetween1.3and2.8. However,muchof the analysisof JW is
concernedwiththedifficultyof estimatingameaningfulvalueforv. In particular,
*The authoris associatedwith theProjectPlanningCentreof theUniversityof Bradford,
Bradford(England). Currentlyhe is on leavefrom the Centre,workingasa Consultantto the
Governmentof Mexico.
~Henceforth,followingtheterminologyof Ms.Tsakok,thispaperwill bereferredtoasJW.Thisstudyillustratestheapplicationof theUNIDO methodof appraisal.
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its sensitivityto thechoiceof theConsumptionRateof Interest(CRI) is stressed.
Sin~eoneof theconclusionsof JW is thattheSquire-van,derTakweightingsystem
is difficultto applybecauseof theproblemof estimatingv, andsinceaverywide
rangeofpossiblevaluesofv isidentified,it isoddthatsuchanarrowrangeshouldbe
referredto byMs.Tsakok.Fourthly,Ms.Tsakokattributestomyanalysisaweight
of 1.0for consumersat theCriticalConsumptionLevel(CCL). Thisfollowssince
theCCLisdefmedbytheequality
di =Bv
taking. It is importantto rememberthattheliteratureoncost-benefitanalysisfor
investmentappraisalin developingcountriesconsideredoriginallythatonly a few
majoradju~tmentsto marketpriceswouldbe required,relatingchieflyto the
discountrate,theexchangeratefor f<)reigncurrency,thewageforunskilledlabour,
andthepricesof someinternationallytradedcommodities.In recentyears,the
developmentof theso-calledcomprehensivemethodsof cost-benefitappraisalhas
meanthata complextheoreticalstructurehasbeenerectedwhoseapplication,in
principle,involvesa comprehensiv~setof detailedshadowpriceestimates.The
papersin thesymposiumillustratemanyof theproblemsinvolvedinproducingsuch
a setof estimates,andMs.Tsakokis correctostressthelimitationsof thosegiven
for Pakistan.However,thereis considerableevidencefromanumberof countries
that decision-takingon projectscanbeimprovedby introducingrelativelycrude
adjustmentso themarketpricesof a relativelysmallnumberof keyparameters.
The positionimplicitin JW is that whilsttheremaybe majordifficultiesin
introducinga detailed'social'analysisof projects,a relativelysimpleformof
'economic'orefficiencyanalysiscanbeausefulaidtodecision-taking.
It is notaquestionofwhethertherelativelysimpleshadowpricesusedinsuch
ananalysisarewhollyaccuratereflexionsof thefulleffectsontheeconomyofusing
inputsor producingoutputson a project.Thequestionis whethertheycapture
theseeffectsmoreaccuratelythandoprevailingmarketprices.Inmanyeconomies,
marketpricesaresuchinadequatemeasuresof fullcostsandbenefits,howeverthese
aredefined,thatthisis likelyto bethecase.However,thisrelativelysimpletypeof
cost-benefitappraisalis a verylongwayremovedfromtheapplicationof detailed
and comprehensives tsof shadowprices. As Ms. Tsakoksuggests,for many
economiesthepracticaleffectsof thiscomprehensiveapproachmayremainsmall
becatiseof theproblemsinvolvedin theestimationof thenecessaryparameters.
wheredi is the weightgivento consumersat theCCL in relationto average
consumers,andB is theCCF. Asmyearlierpaperusedavalueof0.98(roundedto
1.0)fortheCCF,diat the CCL mustequal1.0. However,thisapproachagainv
conflictswiththeargumentof JWsinceit followstheweightingsystemofSquireand
vanderTak,whilstJW suggestsanalternativeapproachtoweightingwhichdoesnot
involvetheuseof theparameterv. Finally,withreferenceto mytreatmentof the
opportunitycostof publicinvestment,q Ms. Tsakokpointsout rightlythatmy
discussionof thisparameterin JW isverybrief.However,amoredetailedanalysis
givenin thestudyon theapplicationof theUNIDOmethodology[2] referredto
above;althoughboththepracticalandconceptualproblemsregardingq,mentioned
byMs.Tsakok,arenotsolvedsatisfactorily.
Thegeneralthrustof theargumentof JWis to questiontheusefulnessofthe
extensionof cost-benefitappraisalsintothefieldof 'social'analysis.JWarguesthat
thereare majordifficultiesin applyingan income-weightinganalysis,both in
estimatingactualincomechangescreatedbya projectandinidentifyinga relevant
setof weightsto revaluetheseincomeflows. It suggestshatdecision"takingon
projectson its own is unlikelyto beaneffectivepolicyinstrumentin achieving
significantincomeredistribution.Ms.Tsakok,bycarryingoutanoverall.surveyof
thevariousshadowpriceestimates,doesnot distinguishclearlyenoughbetween
problemsrelatedto 'social'analysisandthoserelatedto 'economic'or efficiency
analysis.It is clearlycorrecto pointto theinadequacyofsomeof thecalculations
in the symposiumpapersdueto poordata,andto stresstheneedfor frequent
'revisionsof estimatesas moredatabecomeavailable.However,JW stressesthe
particularproblemsfor the applicationof socialanalysis,resultingfrom the
intrinsicallysubjectivenatureof keyparameterssuchastheCRI andv. Evenwith
an improvedset of basicdatatheseproblemswill remain..Furthermore,the
applicationof socialanalysisrequiresconsiderablymoreadditionalinformationon
specificprojects,if theincomechangescreatedby projectsareto beidentifiedin
ameaningfulway.
Ms.Tsakokendshercommentswiththesuggestionthatwhatis neededis an
in-depthstudyof theusefulnessof shadowpricinganalysisasanaidto decision-
REFERENCES
1.Tsakok,Isabelle."ShadowPricesfor Pakistan:An Assessmentof Alternative
Estimates".PakistanDevelopmentReview.Vol. XVIII, No.3. Autumn1979.
pp.253-263.
2. Weiss,John. PracticalAppraisalof IndustrialProjects:Applicationof Social
CostBenefitAnalysisin Pakistan.NewYork: UNIDO. 1980[SaleNo. E79
II B.5].
3. Weiss,John. "ProjectSelectionand EquityObjective:The Useof Social
Analysis".PakistanDevelopmentReview.Vol. XVIII, No.2. Summer1979.
pp.147-163.
